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UNITARY METHOD OF APPORTIONMENT:

A Second Look

ISSUE
a uses the unitary method o

apportionment,

th world-wide combination, to determine

portion of

Cali

the income of multistate and multinational corporations
which is subject to tax by California. Should California's
application of the unitary method of apportionment be
I

revised?

If so, to what extent?

QUESTIONS
1.

Is world-wide combination, as part of the unitary

method of allocating income, the best way to determine the
amount of income of multinational

corporations which is

subject to taxation by California?
2.

What are the alternatives to world-wide combination?

What are the advantages and disadvantages of these alternatives?
3.

Are there unique differences between foreign-based

corporations (and subsidiaries thereof) and domestic corporations

Should there be a difference
ed corporations?

the formula for

If so, should there be further

distinctions by industry groups?

For example, should foreign-

based energy companies, steel companies, and owners of
aqricultural lands (or their subsidiaries) continue to
be subject to world-wide combination in the same manner as
their domestic counterparts?
4.

What are the fiscal ramifications of the various

alternatives?

If there is a revenue shortfall, to whom should

the tax burden be shifted?
1

5.

What are the potential economic effects of maintain-

ing current law and of the various alternatives to current
law?
LEGISLATIVE OPTIONS
1.

No change in present law.

2.

Provisions that limit "unitary aportionment" to

USA income and factors only in computation of California taxable
income for:
(a)
all foreign-based corporations and their
subsidiaries
(b)
all foreign-based corporations and their
subsidiaries except any or all of the following:
Energy businesses
Steel businesses
Owners of agricultural property
(c)
all corporations, both domestic and foreignbased

2

BACKGROUND
" (sometimes

method of

The term

, wh
by

iforn

is a

snomer) refers

to determine state taxable

f multistate and multinational corporations which do
s in California.

bus

The term "un

" is used to

cate that the entire operations of such a corporation
is allocated

are treated as a single unit and the

by formula, rather than accounted for separately

or

or location.

by
uni

method

to Cali

apportioning

rnia

for purposes of the Bank and Corporation tax has
al controversy in recent years.

s

The appli

method to the "world-wide"
corporations has been the most signi

of multicant area of

between state tax officials and the business
World-wide combination is
the California tax return
corporations comprising the

in the
" inforbusiness

to profits, property, payroll
i

a taxes its share of world-wide profits depending on
of world-wide property, payroll and sales.

PRESENT LAW
The California franchise or income tax

only to

that portion of a corporation's total net income that is
11

de

or attributable to sources within this state".
All corporations, whether created or organized in a
gn country or

the United States, are now treated
3
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HOW THE UNITARY CONCEPT IS APPLIED

When the FTB determines that the business conducted both
wi'thin and without California is unitary, the portion of the
busineS'S income from that unitary business which is "derived
from or atttJbutable to sources within this state" is
determined by formula apportionment.

This approach is

followed where the unitary business is conducted by a single
corporation or by separate corporations under common ownersh±p or con tro 1.
In determining whether a single corporation with operations
within and without California is engaged in a unitary business,
or whether a group of separate corporations within and without
California is required to determine its

income by use of a

"combined report", the geographic locations of the corporate
business activities are immaterial.

Foreign sources as well

as domestic sources of income are all taken into account.
Then an apportionment formula is applied to determine the
amount of income derived from California sources.
The FTB uses an arithmetic average of three factors to
allocate unitary business income in California. The three
factors are property, payroll and sales.
California property, payroll and sales as a percent of
world-wide property, payroll and sales is computed.

The

average of the three ratios is then applied to "world-wide"
income to determine the share of income of the unitary business which is apportioned to California.

It is to this

income figure that the California corporation tax rate is
applied.
5

Although this formula will result in distortions in many
cases, the courts have repeatedly ruled that the formula
need not be prec

and that a rough approximation is

sufficient.
For some businesses, there are special formulas and exceptions to the general apportionment formula.
The following example of a mythical corporation shows
the application of the three-factor formu
EXAMPLE -- MYTHICAL CORPORATION
In
California
Sales
Property
Payroll

$1,000,000
4,000,000
2,000,000

Total - all
over the world

% Calif.
to world

5%
10%
20%

$20,000,000
40,000,000
10,000,000

Average

11.6666%

Total world-wide income of corp.

$5,000,000

Income allocable to California:
world-wide income of corp.
Unitary apportionment factor

$5,000,000
X
11.6666%
$

583,300

$

583,300
9.6%
55,997

California Tax:
California Income
Bank & Corp tax rate
TAX

X

$

NON-BUSINESS INCOME
Income derived from unitary business operations is
apportioned by formula.

Other "nonbusiness" income, i.e.,

income attributable to intangib

assets or to other property

not related to the principal or uni

6

business (including

dividends, interest, rents and royalties)

is allocated

entirely to the taxpayer's commercial domicile (i.e., the
"headquarters" office).
However, non-business income of California-domiciled
corporations may be excluded if such income is subject to
California tax or it is from an insurance company subject
to gross premiums tax.
Interest expense also affects the taxability of dividend
and interest income.

In general, under Section 24344(b)

interest expense is allowed as a deduction against business
interest income subject to apportionment.

Additional interest

expense is deductible against nonbusiness interest and dividend
income by the amount of their interest expense.

Corporations

which are not commercially domiciled in this state must reduce
their interest expense by an amount equivalent to their nonbusiness interest and

dividen~

income which would have been

reportable if their commercial domicile had been in this
state.
RATIONALE FOR UNITARY APPORTIONMENT
The unitary method was developed early in the history of
state taxation of corporate income.

Originally it applied

mainly to corporations with operations in several states
of the

u.s.

It was believed that such corporations could

manipulate their internal accounts in such a way as to shift
profits earned in California or another high tax state to
a state with low or no taxes on corporate income.

As

multinational corporations became more common, the same
principle was applied to them.
7

This method assumes that the

of certain corpora-

tions with multiple operations or facilities cannot be
accurately assigned to a speci
For example, the

c

of a firm which manufactures

components in one state, assemb

s the components into

a finished product in a second state, and markets the product
on a nationwide or regional basis is treated on a unitary
basis.

Under this concept the total income is treated as

a single unit and no attempt is made to determine specifically what portions of the income were derived from component manufacturing or assembly.
THE ALTERNATIVE TO THE UNITARY TAX
The main alternative to the present

"world~wide

combination" suggested by its opponents is to rely upon
the "separate accounting" method.
the California operations

This method would allow

a multistate or multinational

corporation to continue to be treated as a unitary business
within the U.S. but such firms would

required to conduct

intercompany transactions with overseas branches of the
parent firm at prices reflecting fair market value.

Audits

of such firms would be conducted to ensure that such intercompany transactions were conducted "at arms length" and not
used to avoid taxes on California profits.

The federal govern-

ment currently uses this system for purposes of the federal
corporate income tax.

8

ARGUMENTS IN FAVOR OF THE UNITARY METHOD OF APPORTIONMENT
Supporters of the unitary method argue that, while the
concept may be somewhat arbitrary, and the three-factor formula
may produce some distortions in profits taxed by California,
in general the system works fairly to tax the complex and
interconnected operations of multistate and multinational
corporation.

The alternative to the unitary system--the

separate accounting method--would require the taxpaying
corporation to provide a set of records reflecting the
"arms length" transactions among subsidiaries.

Since the

California subsidiary is part of a multinational or multistate corporation, an assumption of "arms lenqth" transactinnFt
with other parts of the parent firm may be at least as arbitrary
as the assumption underlying the unitary method.

In addition,

supporters argue that while audits of the unitary apportionment rely on such things as payrolls, sales and property
values which can be measured in the market place,the use
of "arms length" pricing relies upon values for transactions
where there may be no corresponding free market.

Such audits,

they argue, may be more onerous than current unitary method
audits.
They further argue that separate accounting is not
working well at the federal level and would be impossible
for a state to enforce without an army of auditors.
Finally, supporters of the unitary method argue that
total repeal of the unitary methodology may result in a
large revenue loss to California.

9

ARGUMENTS AGAINST THE UNITARY METHOD OF APPORTIONMENT
Opponents of the unitary method of apportionment argue
that:
--The three-factor formula is based on the questionable
assumption that property, sales and payrolls produce equal
profits in all parts of the world. This may not be true,
particularly for investments in foreign economies that differ
markedly from the U.S.

If profits are relatively higher in

California, the unitary system exports profits and produces
a lower California tax. If profits are relatively lower
in California, the unitary system credits California with
profits earned elsewhere and subjects them to California tax.
--Calculation of the payroll sales, and property factors,
and the need to prepare consolidated earnings statements,
impose unreasonable record-keeping burdens on foreign corporations.
--The unitary system may discourage investment in new
plants in California because any investment in California
payrolls, sales or property will, under the unitary system,
cause some part of U.S. or worldwide profits to be taxed by
California even though the California operations of the firm
suffer a loss. (However, the unitary system may encourage
investments in California in circumstances where the
relative profits earned in California are larger than the
relative property, payroll and sales in California created by
the investment.

In these situations, such investments will

reduce California tax liability.)

10

--The California method may lead to international doubletaxation of profits and frustrate efforts to coordinate
national taxing systems.
tion of the

u.s.-

This issue arose during considera-

United Kingdom tax treaty which would

have banned California's unitary system. Several multinational
firms have expressed the desire for California to abolish
its unitary tax because some less developed "Third World"
countries may seek to copy this system.
--The major objections appear to be to the use of
"world-wide" combination and the inclusion of foreign income
and factors in the computation, rather than to the "unitary
method of apportionment" in total.
--Foreign domiciled businesses cite additonal special
problems, such as:
ein many foreign countries, historical cost data
are not kept, making accurate computations of the
property factor difficult
eaccounting procedures are often not uniform
ethere are problems in foreign exchange rates
esome countries have imposed currency controls
ein some cases, information requested by the FTB
violates foreign laws regarding confidentiality,
sometimes involving defense secrets of another
country
ethe apportionment factors do not adjust for
cultural differences in employment in foreign
countries, which affect calculations of value.
FISCAL IMPLICATIONS
According to the Franchise Tax Board, approximately
72% of the net income reported for bank and corporation tax

11

purposes is attributable to apportioning corporations and
approximately 50% of net income is attributable to multinational corporations, for the 1975 income year.
Applying these percentages to the estimated 1979-80
bank and corporation tax, the amount of tax estimated to
be paid by corporations (approximate figures) would be as
follows:
Multinational corps ---$1,283,000,000
Multistate corps -----564,500,000
California-only corps-718,500,000
$2,566,000,000
It is difficult to estimate the impact of any potential
change in the unitary approach on state revenue.

In order

to develop an accurate estimate, the current tax liability
for each multinational corporation would have to be computed
both by using audited world-wide unitary figures and then
by using audited USA-only unitary and overseas separate
accounting figures.

Then a further study should be made to

determine the offsetting effect in revenues of the economic
impact of the bill.
Obviously, these studies would require a very major
investment of time and money.
The most recent estimates by the Franchise Tax Board are
that elimination of "world-wide combination" for all multinational corporations would cause a revenue loss of over
$400 million.

Elimination of world-wide combination for

only foreign-based corporations and their subsidiaries is

12

estimated by the Board to cause a revenue loss in the range
of $25 mill
of the Assembly Revenue and Taxation Committee
has requested specific fiscal estimates from the Board,
including an estimate of the impact of the exclusion of energy
companies in AB 525.
AB 525
AB 525 was introduced in the California Assembly on
February 12, 1979, by Assemblywoman Teresa Hughes.

The

purpose of the bill was to eliminate the "world-wide combination" aspect of the unitary method of apportionment for
foreign-based corporations and their subs

aries.

After a hearing in 1979, AB 525 was sent to interim
study by the Assembly Revenue and Taxation Committee.

In

November of 1979, a major interim hearing on this subject
was held by the Committee

Los Angeles.

Representatives

of the Franchise Tax Board, the administration, and businesses
and business associations, both foreign and domestic, were
present to give testimony.

(For a summary of the testimony

at the interim hearing, see attachment pages 30-33.)
Upon reconvening in 1980, the Assembly passed AB 525.
In summary, the measure exempted foreign-domiciled corporations and their subsidiaries from world-wide combination
under the unitary method of apportionment.

These companies

would have still been subject to the unitary method on
income and factors within the USA.

13

F.nergy companies, steel companies and owners of agricultural
property were excluded from the bill

(that is, would have

remained subject to world-wide combination). In addition,
the bill had a sunset date of 1988.
The Senate passed a different version of the bill and the
two houses were unable to agree on common language.

The

major disagreement between the houses was on the issue of
the treatment of foreign energy companies (principally
Shell Oil Company) .

The Assembly did not want to include

foreign energy companies with the provisions of AB 525; the
Senate wanted them included.

The other major difference

was the sunset date, which the Senate deleted.
As a result of this impasse, the measure died on August
31, 1980, when the Legislature adjourned.
The complete texts of the Assembly version and the Senate
version of AB. 525 can be found in the attachments, pages 19-23
and 24-28.
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Board
apportioning, or
allocating gross
credits; or
between or among organizations, trades, or
if determines that it is necessary to do so in
order to prevent evasion of taxes or clearly to reflect the
of such organizations, trades, o·r businesses.
view of pending litigation concerning the
question whether a corporation liable to report under
the Bank and Corporation Tax Law ~ is required to
take into account the income and apportionment factors
of other corporations operating in a foreign country) it is
not intended that any inference be drawn from the
enactment of this act in any litigation concerning such
question.
'
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18
19
20
21

SEC. 2.5. The Legislature further finds and declares
that the energy business is not included under the
provisions of this act as, in general, the entities 'that such.
businesses control are established by geographical and
poQ.tical boundaries, rather than functional operations, .
for purposes not related to basic economics of the market.

22
23
24
25

.

SEC. 3. The Legislative Analyst shall report to the
Legislatur~ during the 1988 ~slative session portion of
the 1987-88 Regular Session of the Legislature on the
impact or' this act.

28
29
30
31

SEC. 4. This act provides for a tax levy within the
meaning of Article,IV of the Constitution and shall go into
immediate effect. However, the provisions of this act
shall apply in the computation of taxes for income years
beginning on or after January l, 1980, and shall not apply
to income years beginning on or after January l, 1988.

' 32
33
34
35
36
37

SEC 5. If any provision of this act or the application
to any person or circumstance is held invalid or
unconstitutional because it favors foreign-based
corporate entities over domestic-based corporate entities
or for any other reason by finpl court decision, then this
act shall"be invalid in its entirety and shall be repe~ed.
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(Principal coauthors: Assemblymen Mori and Deddeh)

February 12, 1979

REFERRED TO COMMITTEE ON REVENUE AND TAXATION

An act to add Section 25101.9 to the Revenue and Taxation
Code, relating to taYation, to take effect immediately, tax
le~.
.
·
- LEGISLATIVE COUNSEL'S DIGEST

AB 525, as amended,. Hughes . (Rev. & Tax.). Bank and.
Corporation Tax Law: unitary business.
·.Under the existing Bank and Corporation Tax .Law, the
income· of a unitary business which is subject to taxation is
de.tennined by means of an apportionment formula based on
24
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·
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income of afoly of such org~niza~i~ns, .trades, or businesses.
(h) In view of pendmg htJgatJOn conr:crning the
question of whether a corpon;tion liable io report under
the Bank and Corporation Tax Law ffi-ttsf i~· required to
take into account the income and apporbunr:1ent factors
of other corporations operating in a forei.~~n country, it is
not intended that any inference be drawn from the
enactment of this a~t in any litigation concerning such
question.
bEG-: & ~ ftcl shan ft&t; be effeeti~·e fnr 1fleEtffi€ ~
beginning 6ft & after JatHlftf'J' l; ±fJ8(}; e ftfi ffiiUative
constitutional amefidment te l-im# 5tftte itte~3'ff're fffif r-ates
w enefl:talf; which is 6ft~ }titre ±980; baBel:, is approved
ey the voters-:
bEG: 4-:SEC. 3. The Legislative Analyst shall report to the
Legislatur~ during the 1988 ~slative St~e-:a portion of
the 1987-88 Regular Session of the Legislature on the
impact of'this act.
bEG: 6-:
SEC. 4.. This act provides for a tax levy within the
meaning of Article IV of the Constitution and shall go into
immediate effect. However, the provisions of this act
shall apply in the computation of taxes for income years
beginning on orafter January 1, 1980.
bEG: 6:SEC. 5. If any provision of this act or the application
thereof to any person or circumstance is held invalid or
unconstitutional because it favors foreign-based
corporate entities over domestic-based corporate entities
or for any other reason by fin(Ji court decision, then this
act shall'be invalid in its. entirety and shall be repealed.
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1979-80 REGULAR SESSION

ASSE BLY- DAILY JO NAL
April 15, 1980

AT SACRAMENTO, CAliFORNIA

RESOlUTIONS

The following resolution was offered, and ordered held at the
Desk:
By Assemblyman Dcddeh:
House Resolution No. 43

Relative to the unitary method of apportioning income for the
bank and corporation tax.
WHEREAS, California has used the unitary method of
apportioning income to this state for the bank and corporation tax;
and
WHEREAS, The Assembly has taken action to mitigate certain
problems that this method of apportionment of income has caused
for companies which have foreign domiciled parents; and
WHEREAS, A number of companies domiciled in the United
States have petitioned the I ,e>gislature for the same treatment
proposed by the Assembly for companies with foreign domiciled
parents; and
WHEREAS, Responsible officials at the state level have voiced
concern that the alternative to the unitary method of
apportionment, the "arm's length method," could lead to an
underreporting of income for California tax purposes; and
WHEREAS, The cost of abandoning the present method of unitary
apportionment for all taxpayers is estimated by the Franchise Tax
Board to cost one hundred twenty-five million dollars ($125,000,000);
now, therefore, he it
Rcso!Fcd by tbe As'>embly of the State of C?hfornill, That the
Assem?ly Hules .Committee is directed t? assi~n to an appropria~e
com1mttce of th1s house for study all rarmficatwns of any change m
the unitary method of apportionment for all corporations; and be it
further
Resol!-cd, Th,lt the Franchise Tax Hoard be n·qucstcd to n:-;!udy
the cstimntvd revenue consequences of C'h;tngcs in the u;,i!ary
lltdhod of apportionrn•·nt ami to ill\·olvc in ~uch :-.tudy the
appn,priate Dcpnt!lllt'nl of Finance and legisbli\c :-,!.dT l"'~'un:Jcl.
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The business witnesses answered
these assertions in several different
ways. For example, Thomas
Weng!ein, representing the Xerox
Corporation, reported that his
company made a decision not to
in California largely because
the worldwide combined unitary
tax system here. An analysis made
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(No. 55)
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U.S. SUPRE~1E COURT DECISION IN MOBIL OIL CORP. v. VERMONT COMMISSIONER OF TAXES,
UPHOLDING VER.t\!ONT'S TAX ON "FOREIGN SOURCE" DIVIDEND INCOME FROM
CORPORATION'S SUilSIDIARlES AND AFFILIATES DOING
BUSINESS ABROAD, DECIDED MARCH 19, 1980
(TEXT)
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'!JPII'-\Jfll.tH·h

lo

2-4' f •

J-

TAXATI

(No. 55)

2

32. ~ 3811 1181 'tlll70 and t:upp. !978).' If a taxpayer corporation do<·s hu~iiiP~S both within lllld without YPmltmt. the
~tat<• t:L\t·' o11h' that punio11 of tlw 1\t'l lllt'Uillt' uttributnblt>
to lt ''",J,., a tlu•·•·-ful'tur HJ>purtiotlltl<'ltl lonnula. ln ordf'f
t<> d.-tt·rlllllt" t!J:ll jlt>r!IUII. II!'! li!C'OIIll'
lllllitiplit•d l;y ll fr~tr•
tiuJJ rl'prt"<'llillli! tiH· urithnwtJe an·ra~-t<' u! tht- nHJOs of sail'S.
pnyrull. aiHI l''"i"'rlv \':lltlt'" wllhlll \'•·rHHJJll to
corpomtiult M< a 11 I Jolt•
~ .)S:);{ 1 u' •
,\pj><• 1 l:illt'~ twt inl·<•lllC' lor I!J70. ID7

u

D

tlwst•
a.~

and

taxation uf tlw divitlt>nd re<"t•ipts under \·,,t·mnnt's •·orporate
tax I'JOIHIPd thP I hw ProrPss Clllll'<' of !IH• Fo\li'H't•nth
Alll!'llfi!IH'Ill llf' ,, ... 11 »' tlH• lldl'r~I.!IIP 111111 f,I''ICIJ ( 'omJl!f'r<"t
r]au:w. 1'. ~. t'illtst. .\rt I. ~H. <'1. :l. ,\ppt'llall! ah.• argtwJ
th:n inclllsiotJ uf tlw divid<•ml im·ume m its tax base was
inconsistent 11 itll tlw tl'r!lls of the \'ermont tax statlllP, beeause
would not l't'SU!! Ill n "fair" ;wd "NJUitahle" apportiolwwnt,
and
pl'lit
lnodification of !tc apJiortiulllllCIIL See
\'t. i'wt .\lilt. Tit. a:!. ~ .',!':cl:i (b): h i~ evid(·nt from the
transenpt of the
lwfore the Commissioner that appdt,eipul ob,I('C't was to aehicn· the subtraction of the
assPrtt•d lltlll!!pportiu!Jabk incomP from the prcapportionment
tax bast•: tiH· ah<'rnath'e request for modification of the ap.
purtiollllWI!\ :.,,..,,nln 1\'J'lll br:,t,.]\' !lllrl••l'l'lopPd. Se>e App,
1&-.)I
Tlw { '<H<lllil""lolwl held that ilwlusiuu ol dtndend income
ill the ta>. bno<'
r•·quu···d h.l' lhP Yt'rlilollt ~tatute, and he

d1•finPd

by th•· Ft·d,·t·al lntl'l'lla! !1t'\'t'llll<' Codf' ineludpd substantial
fliliO\IItt' l'<'t'f'il·t·d as di1·tdv11ds fro111 it:< .'\li>!'idianf's und affilj.

ates OJh'l'atiH>: abroad. :'lluhil's federal inromr tax rNums for
tlw tlllt't' Yt':lr.' >diol\'\·d taxaiJJt. iii('UlllP of approxl!natt>!y $220
millioll. :<~OS million. a11d ~:.n:3 million, rc~pPdii·Ply. of which
HpproxtHl:Jkl:• Sli4 lllillioll, $21\3 mi!iio11. und $280 million
was ll<'l dil'ldt•IHI !lleolllr.
Ou it~ Yt•rmolll l't'turns for theSI"
y~?nrs. hm1 PI'<'!', uppf'!la11t ~ubtnH·tpd from fPdPral taxable in-

mont n·ltll'lt.' :<liowt•d 11 liP\ lli!'<HIIP ol appro.\llllat\•ly $23
millioH tor 1~170 I!IHI Jo,-~t'R for tlw two Sl.HTet•diii!J: years.
AftPr upplit·:JtiOii o! Yermo11t ·~ apportiOIJlllPllt formula. an
aggn·gatP tax liaiJdJty of $1.~7!.!10 to \'t'rlllOilt rematued for
tht> thn·•·-yt·ar J>"riod; t'XePpl for a uunllllUlll t!IX of $25 for
each of Wil aJtd 1\li:!. all of till~ wa~ attributublt• to HJ70.<
The \' t'l'lnoiH Dt•Jmrtuu·ut ol Taxt'S rPCalculatt•d appellant's
ineOIIIt'. hy n·~tonng tltt< ass•·rt<'J nonapportionabl!' items to
tht> pn•appuriiUI,nt('llt wx ba~t'. It dewrmined that :\1obil's
aggregntt' tax lwlnhty for tilP thrre years w11s $7!i.41K77, and
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TAXATION AND ACCOUNTING

IDER)

.\loldl '-tllt:.!lJr It'\ u•\\ 1,.\. tfn· :'tqH'I'Ii•l ( ·uun id \\';.t:... iliHg,ttlll
Tl1ar <·oilft n'\'t•r:--:Pd liw ( ·jdni:"".'-'IIHH·r·:-- rnli11g. It
lwld IL:tl ltll'l.t .... lot' nl di\·ld!·nd liWUiiH' 111 flw l;l:O. h:t~t' IIIH'IHI~

otht·r 1ha11 \"nlllt>lll. tl~;l! cuodllt'l all tiii·Jr "lwratlon.<. and

ht'llt't' •·:u·11 tl11·11' III<'Oilll'. olltoid•· tit,. l'11il•·d :'tart•,," TIH•
SPCtHtd l\"111' ''""'i't" ul di1·id<•t11b trotn l't>rporaliuus both
orga11it.t'd "'"' "l"'ratilll!: alm>ad. Tl11• n·l'onl it: tl1i' l':t''' fails
to ~11pply 1~<111'1> dPtail '''""'''l'llillj!; t!11· '"·ti1·itit·" of the corporatiuno 11!to"· ,Ji,·idrtHis alk:.; .. dly fall 1111u till'"' two catcgorit·s. IJII! It b appan'llt. from JWI'II~ul of ,IJ!'h do<'tl!nents in
tlw l'l'l'lfl'd ar :q>JH'IIant's eorporatl' rl'purts fur tl~t• yt>ars Ill
q11estio11. tltnt rnm1y of tht•sp sulJoidiaril'~ a11d atliliates. includillg tl~t· pl'lllt'lflal eo11trihutors to "i'l"'ilallt \ ·dr1·idPlld in-

('otl!il\

~IIIIII!Hlt/IJI\ cqJ,,It'l'l<·d llj>jll'il:tllt t11

Jlllli>Ji>llll't•

litlti!iplt• (1\Xi1·

lllllt lll·t·aw•· \,.,,. \'ork

tlu· :'tnt•· "' :tppt•llllllr'- <'Ulllltll'l'l'ial
dntlll<'d<· l~:td til<' a11th"nt~· to lax ""' rltl'id<·ttd~ 111 tiH·tr
t·tlllt't•t.l·
·"''"'''' \t·\\ York l'otild r"x 1\ lll~t<llt apportiunlltt'ltt.
th<' t'tlllrt ''"""'ll•h·d. \ l'l'lllont'~ "'''of an apportit>lllllt'llt for·
mula llould tt11t !,,.au wlt·q11at•· ,afl'l!:ltard <1/i.:tlll<"t lnllltipl(' tax·
at1<11•
l1 a!!;n·•·d with appdlaut tltat -ul.tm•·t"''' of dindP11d
IIH'illllt

:i•'ll

:II•"

\ t'f'!IHH:I

I:!.\

IJ;I"f'

\\,!"'

11)1·

;WI'I•pt~lhh·

l•lfi\

COIIH'. !'tlg:t!.!f

111

!l•t:..:nw;-;-. ;w!i\·itu·~ 1!1at fcJI!II

pari uf .\lohil's
l11d<T<I. ;~lthtHtd• apjwllallt

intPgratt·d Jll'!rolt·ln" •·IIJ•·rpn~•·.
Tlw • -H!:IHI:.. -.I,.twt ill itt:"" tnn •. :q,p~·:l\•·d 111 fill' ....;.lljiiVIItf:"
Court uf \ t'rl("'id
rh:ll 1'\lllff l't'\'t•f ... t•d llw !Hd~IIH'll{ of th~
:'Iii"'""' 1 ..... r
1-~" \ r :,~:•. •I!H
!•I It-+;: I!17KI. Tlw•
Ct>llrl llt>ll··: rl:;tf app..lbnt- tpl:trll·l '"'' 11111, rlt•· •·al<·lllutlon
of tJw r~,, l:l'-.r ~lrtd IHir \\itl1 rht· IIH'fi:,ul ur WTitl~wy of tlu~
~tatltror\' ·'i'l"" tt•>IIIIH'Ill f"nnula.
f,l. al :,.,; :!!14 .\ :!d. at.
1141'- 11 f,.lll:d it :<UttiCII'III "IH'XII< l>t•f\11'1'11 If,,. l'"rfll}l';tfl()ll
und tltt· :'t.tl•
('OUI'I

vatled ::.

ft1ilt:'d

fl1

rfH'~dlt•

rj,,.

rt·wdt·•.

rf:1

:u, :'i'JIIIrll•nw:l l~t.\

111:-tlt\

i··

jt,\,·-.l,~u·nl

ianf ....

afl•f

'tnUil·:d•·

l11

If:..
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ltlnlllll·.'"

IIH't~r\' !lt;tt
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t ·~·nrL
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•lit

tl!lf ;.t 1 !1t,!!

If:.:

\it'\\

!tad

!Jf'l'w

.qljH'II:ttd

hwl

:li'l!l:dh· t'll:"lif'.

\\!Hiitl

r\e\\' \"l)l·k dtd not tax th<' divitl!'!ld ill<'tllll<' dun11~ th!' ta~ahlt>
years 111 fJIII'~tion. and ''[i In a n>ntlict l~t·!llt't·n \'••mro11t.'~
upportio11Pd ta~ un .\(ol•il'.• ini·I'~!IIH'IIt 11><'<>1111' H111l all at!Pinpt
011 .:\,.,, Ymk" part to tax that o:llll!' '"''"""' 11 itltollt apportiOlllllt'll!. \,.,,. Yt•rk 1111.~ht \'l'I'Y wt•ll hal'<· lo .l'i,.lrl." !d .. at
552. :{\14 .\. lrl. at ll.il. .\c·eorthll).d.'·· rft,. <·o11r1 it<·ld that 11u
constitutw11al dt·f(·•·t !tad'"'''" •·stal.liollf••L 11 n·tnall<i<·d tlw
case for n•nt"lat•·rn<·llt of the dt•fit·J<·Itt'.'' ,.,~ ..~''"<'Ill~
Th(• ~~~h~tallti:ll f('dt·t·al fJIH'stioll llll·oh·t·d prt~rnpt.·d 11~ tn
HOlt• prol.ahlt· turi,..Ji<·t "'"
44 [ I' :' 1 141 ' l\17\1,
I.
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n•ql!IHII' .. "''"u'" i~ ~uppliPd

it~t·lf of

tlw "'ilh,<t:llill>li pnt·il!'ll;f' of

3-19-80

tio11s l~t•giltllll!j! 11 ith thi' illllllilia••tun• 111 Eugland tmd

in "J.lt·s ill \t·" York and utln•r plac<'>' ... and that "the Slat~
wao ju<tifi,•d 111 attrihud11g to \',.,, York a .111>'1 proportion

carn·1111! "'' J,,.j,,.,, .. \\llhlll th·· ."lall· a11d 'ltll~t• far·t that
a tax 1" I'Ollllll~<'lil upol• t·H'lll~ brought to pass Without a
stat!' dut•s 1:ut d•·-troy th1• 11exus iH'tWI'<'Il such a tax and trailS·
actiull' w:thit• a ,;ute fur 11hid1 th0 tal> if' <lll e;.;af'tiun." lrls·

of t'~t· Jlrufit, •·:~r<Jhl h:; tlw Coi<~j•:uw !t"<n"

2fili I

fit'S'

l!llt1ary bust·
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:\- 1!11~"·
indH'afi' tlw htl('ilpll• nf :ll'i'"r1lnnuhilitv
in tlw field of stat!' illt·ollw taxation is tlw unitary busine"s

J 1· l'nuwy Co., 311 l' :-;, 4:'\:l. 444-440 1 HJ40).
'\'(' do 11<>1 u>•dcrst.aud appellant to toiJt('st tlws<: gen<:ral
princqdt•s. lndP<'ct. in its \'1:mHJ11t tax t\'tunJS for the y('ars
in qlll''-tiu:l. \J.,J,i] i11cluded all its up('ruting: income in ap-
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thi~
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principle< what appellant
divtdenJ inconw is
llOI Sllliji'C!
Ill \';•ri!Jollt. is that the
inct'lllt'
of arti\·itit•s ut•relat<•d to the
s:1k ul JH'llni•·Utll protlw·ts it: that Sluli'. floss, Nate/iff &
Gn !tun lun·t·lo::-cs tlH· conU\ntiot! that the foreign ~ouree uf
tlte rJj,·j,J,.,"i ll!C'ulllP alo>H'
for this porpost>. :\lureovPr. <lJlJH'lilllll has made 110 ell'ort to demm•straH• that the
fon·tf!.ll operrll1u11;.; of its :Oilhsidiari••, a11d affiliates arP di,.,tinct
in ar1y I11J~!Ill'..:" u1 t'!'UPII!llic ~P!l:--v fru111 it::: pr-troletHH ~ales
acti\'l\1\•c 111 \ t'l'lllolll. l11dt"t'd. all i!Hiieatiulls i11 tiH· record
mu~t

portirll!ill,Jf' ll<'t illi'olll('. 11'ithout rq.card to thl' lue:l!ity in
which 11 11as l':Jli•<'<l. \'ur ha.' appellallt lllltkrtakeu to prove
that t!w :IIIIUllllt uf its tax lial•ility as rh•t<•rt11itwd hv \'i'riiiUUt
''uttt i)j' :tll :J!l!lt!tprial!' pnlpu1tiun tu tlli' hu~it~t•ss transM
lluus Rce.o.:.' .Sou::; v.
act('d l•y illf• ''i'i"'ilalll 111 that Stat<·.
.\'urf/, l't:m/1/uJ <.1 rd . .1!11./>l'cil. :?S:l I
\\'hat "l'l"'lla11t dot·, '''"k to e~tahli~h. in tilt• due prol'PBS
pha~" of n- ;lrf!llllii'IIL 1' that iu.. di,·idc,d i<lf'OIIIP mui't be
excepted lrolll !lw :.Wlll'ntl prillcipl<' of apportJonahilit;.· bPC!lUti(" 11 lacks a ,;atisfa!'tory II<'XU~ "it'\1 llj>p<'llallt's husinPSS
act.il'ltio•' i11 \'o·riiJOIIt. To •·an·•· that ollt aF :111 PXI'Pjltioll,
appt•llallt nn!'t dPillollstratC' sm11l'lhi11g ahuut tlH• nature of
this liii'Ollll' that disting:tw•ht·~ 11 fru111 o}H·rutillg lllt'Ollle. a
prop•·r po1 t io11 of \\!tid! tlw :-;tal<' com·PdPdl!· Ina~· tax. From
appt'!lallt·, "' :!'1111\'111 1\P disel'rll t"" pot<•nlial ditl'Prt'lltiatiug
factors. thl' "iun•i!!:l! suun·p" of tlw llii'OliW. and the fact that
it is n•t't'l\'f'd 111 t !l!' fon11 of dh·idP!Ids fru111 ,:ul>~irliarie!' and
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ties a1.- part ,J! pfwlJ:IId·,
alf·d p•·lrolt•utn <'l<lt·rprise.
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is to lot• taxt·d <·ilh<'l' lty tlw :"tatr• of •·om!lu·rl·tal douncilt' or
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( 1\l:llil, l.t>tusrlllt· ,\· ./cf]'-r'""udlc Ferry ('u. \. 1\'t·llfucf..:y, ~~~
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in thr> 'ltlli~>rkiu!! •·<'utH>tllie rr·alttit•,.; of a 'illtf:ll ,. hqsin<•c<.'. and
acconlingly If ought nut tu atl'l·<·t tl11· npportH>I>aloditv of 11>conu· tlw parr•111 r~'rPiw·~.'
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(DER)

of app<'llalli' c·l:l!llt

tax dot>-:- altt•r tl~t• nuturP
ltt'l•·ud uf ~··•·ktil!! rrlic·f ftol!t a prPn<•llt
tax ltw '"'''· 'lf'l••·llallt ,,.,.b to t'>'ini,J,,h
riH·urt•tt<·al t•on~t!

ol tlw rt~k HI lllld\ijJl<· !aXI!tJOII :1l>road. ullot:UtlO!t of fort•ip:n
!<lourt·t• IIH'UIIw tit a :".lllJ.dt• situ:-; ~~ rt•tptin•d ai huuw_ .\ppt-1ia.Ht ~ l't'Ji'"'Htl!llt.! trat•k:- til\' fa[lOII:I.)j• of }UjH!ft f..utC, that i::St

t.UtltH!al pH·kn•tt(·t· for oltt' nwtlnHI of tax:lftol! o\'l't" anothPr.

tb::t al!tw~1t!ul! ~~ reqtur~·d IH·t·t:u~' HpporthH!Hwnt IH'et•f.:.sarily

l11 <lj•i•<·IL11i1- '"'"

of dn:.dv1td

Jli('UIIH'

til<' ('utlllllf'IT<' ('):J.,,,. "''lUll'<'!' :lllut·attun
ru a .~111;..dr- :".itu" LntlH·t dl.:tll apportiut!liH:IH

a moll~: t II(' .~ta It',
TaxatJull l>y appnrtJo!ll!H'IIt aJtd taxa!JutJ !,y allot'atlon to a
siHg-lP c-'it!l~ :n·~· tiH'tlff'ti1·all.v lllf'otntllf'il~~ll;ttf' :!ltd if tht· hHf(•r
nwthod l> !'<>I»IJ!Jtli•Jikdl~· prd('JT<·•I. a tax l>a-rd till tlw former
CUll!i!ll lw >l~>l:i 1 11l'd
_;;:,.,. St1111dflrd ()tl Cu.\, Peel:. :H:!
S.
3~:!. :5'"-1 tl!t:,:;,
\l'c find"" a•lt·quat•· Jll•tdit·alloll. hu\\t•n•r.
for Sll('IJ a pn·l<·l!'lll'P.
\lthullgh a li<·ll!!!lllilzt'd ''' u, fm
illtallt!lfli(' fliU!H'rt!· :--ttl!li'lli!H'...: l1a:-- IH'!'!I ll!\·ukt•d ltl H\'Oid
td <J\\'\wl.,;,:ltlft tjJt't't· ! .... !!PliJll!~ !:dl:->tllt\!ilP
about tht· <'OIH'<'pts uf 'bu~inPss sttlb" or .. ,..,lllllJPrrial domtI1Htif1Jdt·

f:t\H!JIHl

cile" that ttllloiJJHtindlv rt•nders those· t·ollePpts applica!J]p
wlwn ta~:Jt HJJJ of JIH'Oilll' frol!l intangiiJic•s t> at isBut.'. Tht.:
Court has oh'<·n·t•d that thr IIIHXlJJJ tnuuilia 8C(f1Wtder personalfl, upon 11 lJJch tiH·~,. fictions uf sift!, arc· hast>d. "Etntt•s a
rule without di~l'lo:-ing th!' rt•asoll:- fur it."' F~rsl Bank Stock
Corp.\. Jfilllwsnla, ;~OI t·. ~ .. at 241 (HI:{;). Thf' Court also
has n'eogltlZI'd that "thf' rt·a~oll fur a >illgl<· phH'f' of taxation
no Iunger obtain~" \\'hPI! tlw tnxpayt•r's ani\·iti('s '' ith rf'spect
to tlw mtaHi!ihiP propf'rty in\'oh·•· rrla!tuns \\'ttlt JJH!l'e than
JUri,dit·tiol<
{urrll 1 .\fd'on/c.<x, :mi
:'. ;~.">i. ;~()i
E'·•·11 fur pr<qwrty ur fralll'hi"" tax•·~. apport iunment
of intallj!Ji>h- 1 <lill!'s JS nut lli!KliU\\'ll. :-:,,.,. Ford .1lutur Cu. \'.
Beaucha111p. :lo.'i !'. :' .. :11 :):).)-;)31i, .ltla/11.< !:'.1prc:.xs Co. v.
Ohw. 11)!1 I' > ]II;>. :!:!"2 • l~fl71 \lon·on·r. t·ase~< upholding
allucalloll to a >'llifd•• f'llii>' for l'~'~~l"'rt'· Ia:-. Jmrpc.sc•,; ltlll'!' distillg-ni:--:IH·d 1nconw f<L\ :-'.llttrttloll:o- "ht·n· rht· ~lpportiotl!nent
prim:tpl!• pn·,atl,: :'Pf' ll'lwf'!uty .';tel'/ r·ortJ 1 f'o.1. 2\1~
Olltc

( 1\l:'lH l.

U. :-' ..

:21·.:

at

The l'<'<I"Ul" tur allo('atJ<>n to a slltgl.· -'llll>' that oftt•t, :lpply
in the <'a"'' of propt·rty taxatiOJ, earn· littlt· fore·•· i11 tl11• Jlff'~Pnt
CO!Ilt':<;t.
\loi!ll llo doilh! ''llj!i\'' pnnl<·!!<'>' 1llld prot!'<'llOil"
conf<orn·d i •.~ \,·" York hJ\\ "tllt "'"!"'''! '" "" l!!·r,;hip of its
stuek lJ<>idll•l!' '"'d Jt> a<·l!vltit·> 111 that :-'Ut<· '"'doubt supply
SUmP ll!'>.!l' lot ;tm>dl<·rion to Ia~.
( 'f Ftr,,/ Unul. 8tocl:
.l!ut/!!m/o. :101 l'. :' .. :II :!40 :.'-i!. .\ltliu11g:h \H' do
not llO\\ pt"t·:-:.J!!lw lo pa:..: . . un tlw f'oll:-:tit!Hi{H!<tht of H hypothettl'al :'\r•\1 Yutl li!X. \\'t' 11\ll.\' llS'tlllll' r.. r pn·-··llt jllll'JlO.'''l'!',
that th<· ,-;tat" of , ..,,,lll!!'!'t'llil dontwilt• "''' !111· Ol!itliol·it\' to l1,1y
!'ome rax •HI :tppt·llallt·, diYid•·11d llli'<•tll<' ;t, \\<·II a' "" tlw
valut• ot Jt< -t•J!'k. Bttt tlwr" J> li!J r!'a-'utt 111 tl,.·nrv why
that powt·l 'li"n!d l11• Pxdw,iv<' \\ll<'ll !lw dtn<i<·lld' r<'fJ,.ct
incolllf' fron1 a tiiJitary bu:'itH'''· '""'! .,f ldll<'it j, t·utlllllcl!•d
in otlwr ,-;tat<·Ill that 'lll!a!Joll. tl11· ltwoll•<· '"'"~'' rl'i:1tiun
to lw11eftt:-: UIHl l)j J\'ilt·!. tl'"' t'tnlf«·!Tl'd i1y ' ! ' \ 1·r:d :'.!
Th<·f'~
an~ rllf~ cJrt'!il!l"'l:uH·0 ..;: ln 1\hJch app~,rt!n!ll!wld J""
IH;:!rih· tiH·
aeepptt~f 11u•thud . .~inf'P \·,·rntol!t

0\\'IH'r~hip.

SPf'k::: tu t:tx

H!Poltlfl,

Hut

hold that its int<'l'<''t i11 lrt'\111;!
propor! ionntc·
shnre of :q>p<'il:lllt', dindPnd iw·onH· is not o,·,·rndd,•l! hv any
illlt'fPH of tit<• "l:tlf' of I'OJIIIIJ!'('('ll!l doll!lt'd<·.
\\'1'

,;
\\'hat lia' I"'''" 'aid t!l!t" far dot•s 1'"' tnlly dt."Jl""' of appellant;. :ui.lttin!,;d l'tilltf'lltion that ti1P \'!'l'liiOill tax itnpoSPS
a burdt'll o1• lon·iu:n t'Oillllll'rr····
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Th~" :--al!H' !Ha(·(•urnt·:·.
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however,

hPC'Jill!'·· 11>1"1,·rai.!l' ht·t~ n 1' udd .. d !u the n~k of duplicatiYe
tax,1il>J!l :Jhro:td. \\htelt
Cuun
powerl!''" lo <·ontrul.
:\cr•>rdu,~h· tl1•· ot,h· tll<':tl!' of
dw bunlf'l! of o\·er-

tl,,,

1aj';Hllll. la'\t''- J:-- tu ~Hlopl ;ut a\ltle:ttJun ndP

·rlu:-:
Sf'\

:tl'f!llln:·!l!

t·ral

i~

t!H• pn·:-:t'llt t'OJ!l<_.xt for

Ut;pvr·.. uasl\'P 111

!"'

F1rst< l1

J\':tl"tlil"

tlH' ,qtJy 11·:d !"-~w·.

10 ftwlt" attPilflon 011

;l!tt•JnJ

efit·cl of to!t't.i!ll l<t.\HLHJI! \\lw!l
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tnxation
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jufl'f
nnv f'tHll~'l!fi,~n tlwt lo(·aJ dtlp]j(•a ...
tio~t ul fon•Jgt; tux<·s i,o prusnih<!<.l. Thus, tlte only wqUJry of
cunstJtntional dillt!'ll~iu11 is tlw fawilinr quc'Etion whether t.axation l.y upportJOI!IlH!llt Ill hotlll' pmdueps slgttifieantly greater
tax l>urdc•n:o tltal! t!lXHtiun !ty alloeatio11. Ollct• appellant's
argunil'lll " placed in tltis pNSpPctivt•. tlw prt•seiH'<! or abs.:t;(·e ol tHX>ttioll abroad diminish .. ~ ill importance.
.'Peoltd,
al>ol!l tlw
of 2\lobirs Jlosition JS limited
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TAXATION AND ACCOUNTING

(DER)
!!'d''t.d

f •li!!'ll!tt·HI
!""

\\l'!l~i'"'-LtldJ"ht·d

U

t ·~~~~~n--,..~·"

!till!!

\\i'

d!Pl "'!,!!•

11d···r

t·;JtHlol

tl1n1

hn-. IH·t·ll :wt'llf":ll!·lv Httd Lli1lV :qq~ull!oHt·d ht:tWPi'IJ
n111l i11<· r•·~t ol tl11· \\orld "·''llllllllg r.l,,. collstitutionnl 1·:didity of il,('illdi"~ :til\' fon·1gn illt'oll!l' 111 th<' allocatioll lorlldda. Tit<' ( ·,11rt hold,;-ns' I und•·r~tand its
opini,>ll-thnt \[ol>il "otlPrPr!' IHJ !'\·idl'lll'f'" chalil'llging the
first J>rt'll!l~t·.' :llld that tt expn''<ly dis('lainled any attack on

uf

!tii'Plllf'.

L·L..,iJw"':-.

"'011!1'

i':\!dicit

\'"fillfllll

Ll\<!l!llfl
\llq'lf!

1H1ll!!

tn·ull!:t•llt

of

foro•if!ll ""'""" at tiw h·d•·ral lt·n·l 111/l!Piat•·.-; i<lt'llll<'al trPnlrnenl 1,_,. rl11· :'tat;·'<.
Tlw nl''""'''' of a11\' •·xpli('it din·('tin:

to tli:~t l'lh·•·t
att.-~t•·d l,v tlw fact rLat ( 'ollf!n''·' has lung
deb:>t•·•L Inn ""' 11oi t'i<a<'ted. iel!isbtioll "'''lf(lit'd to n•gulat~
staw taxafJot• ,.t tw~.>llll'. ·"'''' H. H. Ht·p. ""· 1-!>'0. 88th
Cung .. :!d ·"'''" 'l\l!i{l: H. H H1·p. \o. ;Jii.\ S~lth ( 'ullg., !st
:Sess. I l!!!i,) I. I! H. Rt·p. :\u. \).)2. C'(lth ('on g .. ht :'t•S:3. ( Wli3);
Hearing~ 011 ;-;l:l!P Tulwtiun of llltPr'-tat<' ContnH·reP. :-iubcomllllttt•P "'' ;-;tat!· Taxation of Int .. rstate ( 'olltiiH'!'CP. :-'P.nate
Collllllittet• 011 Fimlll('t'. ~l:)d Cong .. l>t :-'es~. 1 i\17:!). d. Cnited

Stnt1'.1 -"ted Cnrp. 1·. Jlu/ti.•lulc Ta.r C'ull/111·11. 4:14 l' :-i. 45:2.
4.16.
~ 1 l!li'>ii.
L<·gi~lati\'1' fH'"I""aJ, h:tl'!' prm·ok<·d •l<·hate
Ol/f•J' i;--'llt•:-< l'!o:-<t·ly rPiatf·d tn tfu· pt•,,...,,,!lt f'O!Ifrtt\'l'l'~y,
~f't'.
1'. fl., \"" \'mk :-'tat•• Bat .\~s11. Tux ;-;,.I-t loll < 'otllllllll<'<' on
lntPr~tatt· Ta~atitHI. l'rupw•ul" for IIIIJli'OI'f'IIH'IIt of lntt,rstate
Taxation Bill:, ill. R. !.):~t< atul :'-. :{! i' l. :;;; Ta\ Laii,V<'I' 4:3:3
1 Hill'
( ·.,llgn·~~ 111 t!H' furun· til<! I' " ' " fit '" t'll!H'l J,.)(islation requiring a uuifonu uwthod for statP taxation of foreign
dividends. To date, however. it has Hot done so.

IV
In sum. appellant has failed to detnonstratt· a!J)' sound
basis, under either the DuP Pru<'e&3 ClauS<' or thP Coni!HPrce
ClauS!'. for Pstablishing a constitutional pn·fN\'IIt'l' for allocation of its foreign som·cp dividPnd inroiiH' to thP Hate of
commer<:ial domicile.. Bt>cause tlu• issup has not ht>en presented. WI' nPed not. and do not. dPl'idt· \\·hat th!' ron~tit.ut'nt.
elements of a fair appurtiotliiiPIIt, fut'llllda :1ppli•·ablt· to such
income would ht• \\.!'do holt!. lw"n·t·r. tl11tt \'t'rnwnt is not
predudt•<l front taxing it~ proponionntt· :-hun•
The llld!!;nH'IIt uf tiw ~tiJll'l'lll!' ( 'ourt of \'t'l'lll<lllt I" atlirmed.

tlw "' .,,,.,
1 d!:--a~rn·.

\\lll1 !1oth til dw:-i' pn.t't·dur:d holdlllg_s.
I a1n
that dH· H·t•nnl !,pfon· 11:-' dt'!!H;!l:--ir:ltt.'S t·ither
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TAXATION AND ACCOU

(No. 55)

.Fir~t. notwithstanding the Court's charactt>rization of the
record. it is n•adily apparent that a laq.~P lltllnlwr of the corporations in "·J,ich :\lobi! ha~ s1nall lllitJOrity interpsts and from
whirh it dt·ril·t·d "iC:Jtifil'Uilt di\·idt•IJd illtOillt' WOUld St'Cill
neitlwr It'• L,. <'ll!!'lC:<'d i11 th" Jl<'lrol<'llln ltu,itH'.'' 11ur to have
an\' tu11 1"·t·t loll "Ita t s<w\·t·r with :\lobi I'~ lmtrkl'ting business
in \·erl!tulll." ;-;,,.otHI tht• ret·ord dot·~ not di>('lo'" wlwther
the earnitt!-C' of tltP eon!pa11ies that pay di\'idPtHis tu l\Iohil are
en·n approxiJJ!liiPi~ •·qual to tilt· antoUJ;t uf thP di,·idPnds."
But oi 1-'~'"~ll•·-t UIIJH>rtallt't'. tht· n·<'ord t·unt<~JJJ' no inforlltatiut• :d>.,lli Ji,, 1'"''~""11-. ,..al<·' o1 JIWJl<'lty \':till!'.' of any
of tl!U'> l'<liJ>III:JJIUII'. :tlld \';•riJHJI!l ha~ lll:ldl' 11!1 <iltt'llljl( to
inturpurat• !/wt11 1111u IIJ<· appurti<li>JJH·IIt funnul:t r·umputatiOII~.
f'nJ,·" Ill•' ,,J!,.,_ J<:I\TUIJ :IIIli prUjl<'l'l\' \·alllt'S t:OIJIJI'('l\•d "tilt 11,. p1u•luct1"'' <I! itlf'Oillt' It:· ll~t· l'""''r curporation~ Iii'<' ad>ir•d tu til·· .Jt•Jtlllllilll!lor of lilt• apportiOIIIlJent
foruwb. tilt' Jllf'iusroll uf •·arllillp:S attrihutahk to tiJOSi' corporatJO!t' 111 til•· appPrtionuhh• tax h~~·· "·Jil JJit'\'itahly eause
!\Iohil':- \ ••nno11t JIH'Olllt" lu l~t• o\·pr~t<ltt>d.'.
Eitlwr \!ohtl', ·wurld-11 !<I<· pPtroJ,.uin <'nkrpn"•.'' a11te, at
9, is all i'"rt ol uJH· Ull!l11r.\' bu,:Jn<·s~. or 11 is 11ot; if it is,
Verttlllllt lilll:'it n·aluat1· tlw t'Jtlire t'lltPrprisP in a consistent
mannl'r. .\~ il 1s. it has ttldf'fensibl:· ust>d its apportionment

nwthuduluuy arttfil'l<dly tu lllultipl,v Its shan· of .\Iobil's 1970
t.axabh: ineolltP perhap" as lllUth a~ tPIJ-fold.'" !11 IllY judgment. thP rt><'tml is dellrly sufficieut to establish the validity
of Mobil's ob.i<·etiuns to \l·hat Vermont ha' dune here.
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Tlw Court d<w~ llot confront tlwsP prohlt>lll~ because it ronclu·ic;, that :\lohil ha~ iii ptf,tt \l'ain•d allY ubj\•ctions with
rc·::-·,wct to thenJ.
1i11· ( 'uurt\ dl'urt to an1id cunstitULUllHJ J;-.:-.:ut''- by llHl'TU\\ ly
it~ huldillg i~ comlllPildahl(•. I rwlH'\'(' it ha- ~(>riou~lv erTcd in it~ a~~>!;Sillt>lll of
t!J,. prot·<·d<Jral i''"tJJn· uf tl1i, \'liN'.
1; j, trJH' iltat app<·llallt ha' di>'l lainwd lllt\' dispute with
"\'•·f'IJlolll, 11wtlwd of "l'l'urtiutii>H·id
Bnd fur .\ppcllanL
at ! l
\11d :<•illllll\·dir app.·llat.t i.a~ l'<>llfust·d ib calls(• by
\'llfilllt-h dianlci•'I'IZill" •h lltta•·k 111 11' 111aitt hnd a11d reply
bri'.'f
Jl!Jl nHI[J'lll')' 11! tiJ<• (\Hlrt' ll5,.1'l'liull,;. Sl'(' Ill!. 1. 3,
su;.ru. app<'ll:wt did 11ut di,clan11 anY di,putP 11 tth tlw accuran ur lair'"'" uf till' applieatlull of tlw furrnula in this
ea,;·
\!olqJ IIH·n•Jy di."·lain!l'd all\' atta<·k <HI \'<'l'lllOJJt's
mtt!""' ol "i'i'"r1JDIIIII\'IIl l!\'llt>rally w t'Olltrast it:; claims in
thi:; ea'" "Jtlt tltt• ~ort of challt-llgl' to Iowa·~ >iug!e-factor
fonnub that "a' n·jerlt•d i11 J[oon/J{/11.
Th~ quP~\io11 wlwtltPr \.priJJOIIt may iueludt> invcst!Hent
ineonw 111 tiH· u
tax base
uo1 be answered·
in tlw ub~truet without eonsidt•ratiou of tlw other fuctors in
the alloeutio11 formula. The apportioi1abh, tllX base i~ but
one multiplwalld ill tlw formula. .-\ppel!an(s ehallt>nge to
the incluswl, of ill\'PStllH'JJ( il1t:Olll!' in that emupone11t ueces-:,
sarilv rarrw~ \\ ith it a
tu tlw pnx.luet.
B;ellU~t· uf the mhen'll! int('rd(•pendence of Hw issues in a
ca~ of tltis kind, it SP<'IIl~ el>·ar to nw that Mobil has
waived its Due Process objections to Vermont's assessment.
Appellant's disclaimer uf a M norman style attack cannot
fairly he interpreted a~ a coneessio11 that makes its entire
appeal a projett without. a purpose. On the contrary, its

argunwnt convincingly deJJJonstralcs that the inclusion of its
dividPild iJIC'lJlliP in thr apportionablc tax base has produced
a palpably arbitrary !li(•asurp of its \'ermout income.
In sum.
\'ermont i::: to reject :\fubil's calculation of its

tax Jiabilitv. two roursPs an• open to it: (1) it may exclude
Mobil's in~·<'stntl'llt incom1· from the apportiouablf' tax base
and a!,-o I'Xcludc the
atl(l prup<·rty US(•d in managing
the inwstmv11ts from the dt'llOminator of the ajJportiomnent
faetor: or 1:2) Jt may Ull<l<·rtak<• tlw mort' <lifficult and risky
ta~k

of u·yitiJ.t tl' cr<·ute a eotlHJlidall·d iHcomP statement of
llllltary hu,inl'~S. JHOpPrly d('fined. The latter
altPmat '"'' ''
unh· if tlw ~tatt•ment fairly summariz(•;. colt,ulidatvd
-alld tah•s the
8ales and
prop"n~· of tht· payor corpuratiol!B intu account.
Because
,-Prrnont IHl'
tH·itlwr of tlwse alt~·mativt·s. but has
on•r,tate~ ~Johil's Ntmings in
n•v('l'''' th<•
of thP !":u prcnw Court

?\Ioi.~tl's ,.,;tm·

(End of Text)
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sitate to
st in
there are companies whi
now
exclusions
California. The enactment of Bi 1
towards
and sunset provisions would be
s and that
greater economic co-operation
in the State
California.
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FOREIGN DIRECT INVESTt,1ENT IN THE UNITED STATES

Foreign Direct Investment
Position in the United
States at yearend 1978

Billions of dollars

I

%

I

!
!

Addition to Foreign
Direct Investment Positic•n
in the United States d'..lring
1978
Billions of dollars I
I

I

"

I

!

four largest
positions:

0,

I!

I

I

i

i

I

i

Netherlands

9.8

United Kingdom

7.4

Canada
Germany

6.2
3.2

I

I
I

23.9

1.9

18.1

1.0

I

I

I

15. 1

0.5

7.8

0.7

35. 1

2. 1

I
I

I

31.1
15.6
8.3

Total

14.3

-40.9

I

--

I
I

I

I
I
I

10.6

I

Other countries

\

!
i

34.4

6.2

!
Source: Survey of current business, of the United States JeparGuent of
Commerce.
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\

E

D:
ONS

Senator Frank Church and
D. Pomp

process puts the states entirely at the mercy of treaty
negotiations in wh1ch they have no part. It is possible
that Senate approval of Article 9( 4) of the proposed U.K.
Treaty would mv1!e further uses of treaties to restrict
state powers in the future.
I am also concerned about the validity of the
arguments the Administration has been providing the
Senate regarding the merits of Article 9(4). The
Administration has portrayed the "unitary" method in a
most unfavorable way, while applauding the effectiveness of the so-called
method whtch it
While
not an expert on tax matters, the
extens1ve hearmgs on multinatiOnal corporations which I
chaired revealed problems n dealing with such
enterprises wh ch I t ink the Treasury has not
adequ"..tely addressed.
expert in this subject
You are a
matter,
ass1stance. • • • Some of
in need of comment
the
follow:
1. Is the unitary method
arbitrary; does it
subject corporations
tax burdens?
2. Under current law
permitted to tax
income which
not reasonably related to sources and
activities with1 the
3. Is the un1tary method difficult to administer,
compared to the arms-length method?
4. Are
multinationals less likely to be
"unitary businesses" than are domestic multinationals?
5. Would the
States
harmed if other nations
were to adopt the unitary method?
6. Does the Internal Revenue Service m practice use
any form of the
method?
7. Does the
method impose impossible
Information burdens upon corporate taxpayers?
8. Are the books of the separate subsidiaries of a
multinational corporation
accurate guide in
detErmining the taxable income
a subsidiary in a given
:.;ta•e?
9. Do states use the unitary method to tax corporate
profits earned elsewt1ere?
10. Does the
method ensure an accurate
ac::ounting of the profits of multinational corporations?
Can multinational
manipulate their transfer
pm>as to reflect lower mcome in certain subsidiaries
t;nder the
11 Do states have the resources necessary to correct
transfer pricing abuses of multinational corporations
under the
method?
12. Has the IRS been able to expeditiously and
abuses of mLjllteftectively correct transfer
nat1onal corporations under !he arms-length method?

Recently, the House Ways and Means Committee
held hearings on H.R 5076. mtroduced by
committee members Barber B. Conable, Jr., RN. Y., and James R. Jones. D-Okla. H.R. 5076 would
generally prohibit the states from making use of the
"unitary method" when determimng the portiOn of
the income of a multinational corporalion that is
subject to state taxation. (see Tax Notes, April 7,
1980, p. 511, for a story
the hearings on
H.R. 5076.)
The issues irwolved in the debate over
R. 5076
are substantially the same
those involved in the
1978 debate over Art1cle 9(4) of the U.S.-U.K. tax
treaty, wh1ch would also have restncted state use
of the umtary tax method. (See Tax Notes, July 3.
1978, p. 6, for an account of the Senate decision to
reserve Arttcle 9( 4) of the U.
treaty.)
Because the issues m the debate over
A. 5076
are so stmilar
involved m the debate over
Article
Tax Notes is
below a 1978
exchange
correspondence between Sen. Frank
Church, 0-/daho, and Professor Richard D. Pomp
of The University of Connecticut School of Law.
Although
in terms of the U.K. Treaty
debate, this exchange of correspondence nevertheless provides a pertinent commentary on the
tssues presented currently by
R. 5076

June
Professor Richard Pomp
of Connecticut
West Hartford, Connecticut

1978

School
17

Dear Professor

In a few weeks the Senate will vote on the proposed
United
which the U.S. Treasury
Department has
with thai country. As you
know. one provision of !his treaty, Article 9{4),
contains an unprecedented restnction upon state taxing
powers. Article 9(4) would prohibit both stale and federal
governments !rom
any kind of
or
"formula apportionment" method for determining the
taxable income of a U.S.
controlled by a
United Kingdom enterprise. The
intends to
extend this Article 9(4) restriction to enterprises based in
other countries if Article 9( 4) is approved.
I am deeply concerned about the use of the treaty
process to d1ctaie policies to the states. The treaty
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sion of
sentotion

891

13< Can the arms-length method encourage multinationals to locate m tax havens and in countries with
secrecy laws that prevent discovery of corporate
information so as to avoid U<S< state or federal !axes and
minimize their tax liability?
Thank you very much for your help<

A fundamental fallacy
much of the debate ever
Article 9 of
proposed treaty is
assumption th<H tbe
arm's length method is somehow the "correct" meH10cl
and leads to the "proper" or
result and !hc.t :I the
unitary method
a different result, !! •s
someh
ior," "illegitimate·< o
methods attempt to
quest o
Where< 1n a
corporate profits of an
Because econc•111sts
even
level, about the answer to
this question, it is difficult to say whether one mett'OC IS
more accurate
In the end, both me~hods
are arbitrary to
n'enls
must be

Frank Church
June 22, 1978
Senator Frank Church
United States Senate
Committee on Foreign Relations
Washington, DC 20510
Dear Senator Church:
Thank you for your letter of June 2 in which you pose a
number of questions concerning the proposed tax treaty
with the United Kingdom< As a teacher in the areas of
state, corporate, and international taxation. and as a
consultant to various international organizations and
foreign countries. 1 have naturally followed the debate on
the treaty very closely and enjoy this opportunity to
share my views with you<
As you undoubtedly know, restrictions on state
taxation of multinational corporations, such as those
contained in Article 9(4) of the treaty, ha·Je been
considered by Congress innumerable times in the past
The issues involved are difficult and
and so far
consensus on a reasonable and !a1r solution has
Thus, the propriety of using the tax treaty
process into which the states have no input - to
1mpose a solution on the states can well be
Moreover, as your letter correctly suggests, it is safe to
predict that the restnctions contained in Article 9(4)
would eventually be extended well
U<S.enterprises It is therefore crucial that the
questions you
be given a
by the

. . . my
Is that a
would reveal that the
the cases of overtaxatlon.

A

certa1n clear
approach<
Princtpal among these is Its theoretical superiority
true mcome of vanous
MNC as a

unitary method concentrates on
rather than form and treats all
operations uniformly, whether they
are conducted through
branches, or tax havens.

companies ... ,
the Harvard Law Rev1ew's
a letter to Senator

erroneous
compames
further
due to the

does it
to excessive tax burdens?
the unitary
corporations
to excessive tax burdens.
tax
may actually be lower under the unitary or
formula apportionment method than under the arm's
method (also referred to as the separate
accounting, separate e
or transfer pricing
approach). In fact, California apparently adopted !he
method because companies requested 1t. which
should be a sufficient ind1cation that the method is not
arbitrary and does not always increase a
corporation's tax liability.

192

Review, for
methods us1ng the followmg
business
nistrability and fa1r
and prevent1on of
udes that

allocatiOn of costs<

Review,
Review]

Income Aliocat1on Under
Code, 89 Harvard Law
cited as Harvard Law

'Tax
W•lh the United Kmgdom. the Republic of Ko1ea<
and the Republic
the Phtlippmes Heanngs Before the Senate
Comm1ttee on Fore1gn
95th Cong 1st Sess <102. 121
(1977) (cited
statement ol
Cal1fornm FranchiSe Tax
Board) l
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unitary approach contend, however, that
systomat1cally allocates an
!he stales. because the price ol
than m the Un1ted
that in Canada,

corporation
income to the United
States for federal
purposes. 3 Because New
York's apportionment method was reasonable. it was
the
method, which the
result. This remains the
current law.
3. Is the unitary method difficult to administer
to the arm's length method?
Neither method
simple !o administer in all situations.
Each method poses its
unique set of problems. and
each method is vehemently resisted by certatn groups of
taxpayers.
Under the arm's
every transaction
occurring between
corporations must be
examined to see if the
charged for the service or
good reflects what would have been charged had the
parties been unrelated and dealing at arm's length. As
the Exxon letter quoted earlier indicates. however. an
appropriate arm's length pnce may not exist for every
intercorporate transfer, and to try to establish one would
be meaningless. Transfers of copyrights. patents,
royalties, or unique tangible goods pose especially
difficult problems. and one commentator has written:

apportionment formula.

"The basic
of the doctrine of the exclusive
application of the arm's
standard is that it is
not true that evidence of arm's length prices can be
obtained 1n every case. Indeed, probably in the
majority of the cases, there is no ev1dence of truly
comparable pncing arrangements involving
unrelated parties.

Critics also assert that the unilary method leads to
double taxation. This assertion somet1mes refers to the
difference n wage rates and real estate prices discussed
above. but more commonly, it refers to any situation in
wtlich the
method
a
tax liability
than the
method mplicit in this criticism is
the
length method produces the
and that double taxation
liability exceeds that
exposed. it should be clear
based on the
earlier,
as
to
arm's length method leads to undertaxatha! the unitary method leads to

Problems are also encountered m allocating overhead
and administrative charges,
services, accounting or
centralized bookkeeping
1ces. research and
development expenses,
advertising expenses. It
should therefore be no surpnse to learn that a 1973
Treasury report' concluded that the arm's length
standard did not work
in 40 percent of the
cases studied. Another
concluded that 1t is the
rule, not the
for IRS agents to ignore actual
intercompany
to v1ew commonly controlled
businesses more as unitary than as separate entities.

any factual
led to the
!hat it has
defining
means.
would, of course, be of
pare cases of actual overtaxation
with actual cases under the

It is,
the
ate tool

the amount of tax evasion and tax
in by the multinationals vis-a-vis the
David and Goliath nature of any effort
the multinationals, my suspicion is
that a Treasury study would reveal that the cases in
which
escaped the1r proper share of
taxes far exceeded the cases of overtaxation.
2.
!aw are states permitted to tax
is not
related to sources and
activities within the State?
No. The current law is
It is unconstitutional for a state to tax income that is not reasonably
related to sources or activities within the state. A state is
free. however, to use a method for determining what is
properly attnbutable to activities within the state which
differs from the federal approach as
as the state's
method is lair and reasonable. As
as 1924, the
New York's taxation of
British

16

not having
an arm's length
a far more appropriwith the multinationals.

Ail

The
is still well aware ::d the
difficulties of
an arm's
standard. V\lr1ting
in support of President Carter's recent proposal that the

'Bass. Ratcliff and Grelton, Ltd. v. Stale Tax Commisston. 260
U.S. 271 {1924).
'Mihaly. Intercompany Pncing, Offset Adjustment and
Constructive Dividends Resulting from Section 482 AdjustmE?1tS.
25 Major Tax Planning 731, 749 (1973)
'US. Department of Treasury. SUMMARY STL·DY CF
INTERNATIONAL CJ'.SES INVOLVING SECTION 482 OF : ·~E
INTERNAL REVENUE CODE (1973).
'M Duerr. TAX ALLOCATIONS
BUSINESS 24 (1972)
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the
method
rather than form and treats
whether

ex

income earned by foreign subs diaries
U.S.
corporations be taxed currently -that is, that deferral be
terminated
the Treasury stated:

" ... terminating deferral will reduce the incentive
inherent in present law for US. taxpayers to avoid
US. tax by undercharging foreign affiliates for
goods, services, research, and home overhead . ...
In computing foreign and domestic tax liabilities, a
company must assign transfer prices to such
interaffiliate transactions. To determine whether
the assigned transfer prices are appropriate for tax
purposes, the United States and many other
countries apply an arm's-length standard - i.e.,
they require terms that would have been fixed in
comparable transactions between an independent
buyer and seller. The arm's-length standard is a
necessary and valuable tax measure, but it is
sometimes difficult to administer: multinational
firms often invest abroad because no wellestablished market exists for the goods and
services which are transferred in inter-affiliate
transactions. In this situation U.S. taxpayers
sometimes seek to reduce US. taxes by channeling
income to low-tax subsidiaries and deductions to
the controlltng U.S. company. Although many
multinational companies follow perfectly acceptable transfer pricing practices, the experience of
the Internal Revenue Service has been that some
do not, and the resulting loss of U.S. tax revenues
can be substantial .
. But no one familiar with
international tax
believes that these
[arm's-length standard rules] have taken the tax
mcenttve out of transfer-pricing . ... [These rules]
reduced, but by no means eliminated, the flexibility
which companies have in setting interaffiliate
prices."'

role for
Treasury
Is to devote some of Its enormous resources to
t whatever
""""""'*.,., can

For the Treasury to cite the weaknesses in the arm'sstandard 1n support of President Carter's
proposals but simultaneously to support Article 9(4) of
treaty does not seem to be consistent. Further
mconsistencies in the
appear in its
of the advantages flowing from the elimination
of deferral:

"The fundamental defect
the concept of deferral
is that it makes very substantial tax benefits turn
upon an artificial factor: whether a foreign
corporate charter has been interposed between
foretgn 1ncome and the U.S. taxpayer. In addition
to curing this defect, the termmatlon of deferral will
eltminate the tax mcentive that U.S. taxpayers now
have to locate new investment overseas rather than
in the
S.
Terminating deferral will permit the
rr:tionaltzation and
of U.S. rules tor
the taxation of foretgn income. Termmation will
help sttmulate competition between large multinational corporations and thetr smaller competitors,
by
benefits which accrue
to the large multinal!onals. " 8
The irony, of course,
that the unitary method
accomplishes all of the objectives the
achieve by the elimination o! deferraL In
'U.S Treasury. THE PRESIDENT'S 1978 TAX PROGRAM 283.
286-7 (1978) [heremaf!er c1ted as TAX PROGRAM]
"ld at 283
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Recommenda!10n of
on

Task Force on Foreign Source
Ways and Means. U S House of

(
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IRS's enforcement of the arm's length
recal
Delaware's frustrating
IRS help in auditing Getty
to intercorporate pricing
be excused from not
the RS. And
elimination of deferral would
of the IRS to police transfer

frequent reliance of
ad hoc . . .
unitary entity theory.
not free from
appeal that it
formalized
Based on

method assert, however. that it is
corporation to
an unreasonable burden for a
provide a state with the type of information that is
required to
the unitary approach. Once again
i! is instructive to quote the Treasury:

"It is also argued that the
of
books and records kept in
under
standards into U.S. currency and
standards justifies the retention of deferral. . . The
administration
aware that there may be some
administrative difficulties in some situations.
However. U.S. companies with overseas branches,
which have always been required to report foreign
operations currently, have been able to solve these
problems. U.S. parent corporations have long
reported the
of controlled foreign
corporations for
and general accounting
purposes. And
1962. controlled foreign
shareholders have translated
their books and records into U.S. standards for the
purposes of subpart F.
allowing for a 'deemed paid'
tax credit,
which have been in the law since 1918, require
every U.S. corporation
10% of any foreign
corporation (whether or not controlled by U.S.
interests)
translate
books and records
into U.S. standards
obtain the benefit of
Administrative
have
surmountable in these
cases
likewise be surmountable when deferral
is terminated. "'o

seems borne

headquartered abroad
business within the
'unitary' nature of the
business is concerned.""
reasons
are that: (1)
goods crossing
boundaries are priced and
subject to customs
and valuation even if no
chang
in ownersh
(2) multinational
businesses are under
pressure to establish
local subsidiaries
where they do
business so that the1r
operations may more easily
be brought under
and taxation of the host
country; and
books are kept in
each country where
conducted, and the
price of goods and
in international trade
will be
conclude that "separate
is feasible and can give
for
great majority of. if
businesses."' 5
report compares
nationals with U.S. multistate
question IS !he one that you
pose
multinationals compare
with domestic multinationals? Moreover. the factors
identified by
Wagner (valuation for customs
purposes. the
create subs1d1aries. the
existence of
books} are independent of
where the
and thus apply equally
to U.S.-based
experience of both
the Treasury
that the existence of a
separate set of
customs valuations is not a
satisfactory
to
in administering an
arm's length
factors listed by
Blough and
their own case.
Consider. for
would not have
formed a
country for business
reasons. but
of governmental
nature of the
and emphasize why

is writing in the context of U.S.point
that foreign accounts
U.S. standards. This position
California's experience:

almost all cases the mcome and data for
determining the California tax on a
basis
prepared and furnished by the corporate
The fact
when a corporation is
in having its tax properly
computation poses
problems
readily handle.""
A Library
study also concluded that
unitary
method is probably easier and
less expensive
terms
manpower utilization than the
arm's
standard
"' 2
The above considerations led
to conclude:

Harvard Law Review

"The use of /he arm
standard . .. has been
accompanied by serious problems most clearly

·'Harvard Law

' 0 T AX

PROGRAM at 291
"Hearings at 100
''Impact of the Proposed US -UK Tax Treaty on Alaska·s
Taxation of Multinational
Under the Un1tary Method.

"Blough and Wagner US INCOME TAX TREATY WITH THE
UNITED KINGDOM
(1978) (report prepared for the US
Department of Commerce)

"ld. at 23
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the books of the subsidiary should be disr£;garded? And,
isn't the Pt'1e<ltlal lor avoiding customs duties just one
more indun~rnent !or a corporation to manipulate
intercompany prices?
5. Would :he UnUed States be harmed if
were to adop! the
method?
It is impossible to answer this question in the abstract.
The answer depends upon which nations would
the unitary method, how it would be
whether it would replace another method
taxation,
and so for!h. (Furthermore, why would other nations
even consu:Jer adopting the
method if it
systematically allocates a disproportionate share of
income to thE United States, as critics allege?) Would
United States be harmed, or would it benefit, if a foreign
country adoptP.d the unitary method to reduce tax
avoidance, the manipulation of intercompany pricing, or
the use of tax havens and shell corporations?

standards on the

would be an
income-generating
state have no relation
place outside the state.
in the case of a large
tax corporate

a slate to use !he unitary
tax corporate profits
abuse its taxing
then have recourse to the

a

Little doubt exists that the states lack the
resources necessary to correct transfer
abuses.

as1de, a
will be

6. Does the IRS In practice use any form of the
method?
At least four situations exist in which the IRS applies
some form of the unitary method. First, as already
mentioned. in those cases where the arm's length
method proves unsatisfactory, the RS relies on methods
that comport with the unitary
Second, in
allocating certain costs between
and domestic
affiliates, the Regulations under
of the Code
the affiliated corporations as a
apportionment method is used in allocating
between a parent corporation and its DISC;
of
reasons given for adopting this method was to avoid the
complexities of the arm's length standard. Fourth, the
Regulations provide for the use of a
rmula
apportionment under §863
the Code if !h
circumstances make it impossible to determine an
independent factory or production price
e
Regulations provide for a two-factor formula,
sales
and property. You may also recall that
1962
House
of Representatives passed legislation that would
provided for the use
unitary meH-.od
Does the unitary method Impose
Information burdens on corporate
To be successfully enforced,
of taxation
must impose information burdens upon taxpayers which
would not otherwise exist The
then, is whether
the unitary method imposes information burdens greater
than the arm's
standard does. I know of no study
that attempts to measure the burdens placed upon
taxpayers by either method. If the unitary method
imposed impossible information burdens, why would
taxpayers in California have requested that the method
be adopted in the first place? The burdens are obviously
not unbearable or Exxon would not be
Alaska's use of the unitary method. Certainly the
Treasury thinks the burdens resulti
from the
elimination of deferral are manageabl€c.
the
current movt<ment, under U.N. auspic8s,

896

determining
necessary
correct
mullinational corporations

and
abuses of multiiiUm's length method?
question 3.
method encourage
havens and in countries
discovery ol corporate
U.S. ;late or federal taxeli and

5
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method respects the
existence of the corporate
a corporation ca11
achieve drastically different U.S. tax liabilities by
its foreign operations in different ways. The
acknowledges that "very substantial tax
benefits turn upon an artificial factor: whether a foreign
corporate charter has been interposed between foreign
income and the U.S. taxpayer."'"
one of the
of international tax planning is to capitalize on
this phenomenon and to channel as much income as
possible into countries in which the corporation will pay
little or no tax or in which it will be protected by favorable
secrecy laws. In an attempt to control these abuses,
subpart F was added to the Internal Revenue Code in
1962. The Treasury candidly admits, however. that

An appropriate arm's length price may not exist
for every Intercorporate transfer, and to try to
establish one would be meaningless.

unitary method. And just how is it that foreign investment
in the United States is being affected if. as proponents of
the treaty claim, only a small number of states are
currently applying !he unitary approach to multinationals? Admittedly, officials in some states, such as
California, may feel that the unitary approach diminishes
the ability of their states to compete for a share of the
increasing foreign investment. Each of these states is
perfectly free, however. to adopt different legislation. In
fact, is it not appropriate that the electorate of the state,
rather than the U.S. Senate be the body to weigh the pros
and cons of changing the state's tax system in this
situation?

"Although subpart F has doubtless discouraged
many companies from undertaking blatant tax
haven operations. highly sophisticated means of
circumventing both the specific subpart F rules and
their general objectives are available. Moreover,
the Internal Revenue Service does n,at have the
resources to mount an effective administrative
effort to combat such schemes.""
This statement comes as no surprise to anyone familiar
with international tax planning; what may be surprising is
that the unitary method, by focusing on substance rather
than form, disregards the existence of shell corporations
and tax havens. The elaborate manipulation of corporate
structures and the sophisticated devices that are used to
shield income from U.S. tax under the arm's length
approach are much less effective under the unitary
approach. To be sure, secrecy laws can also be used to
thwart the unitary method. For example. a country with
which the corporat1on has
business contacts
may proh1bit !tHJ release
mlormation v1tal to the
calculation of tax liability. But since the mere act of
incorporating in a country likely to have secrecy laws.
such as a tax haven, has little impact under the unitary
approach, the benefits 10 be gained from favorable
secrecy laws are fewer than under the arm's length
approach.
Other issues, though not raised specifically by your
questions, also merit comment. For example, proponents
of the
argue that the unitary method is
investment in the United States.
I could be mistaken, I am under H1e impression
that we are in
middle of a foreign investment boom. I
therefore wonder just what evidence there is that foreign
investment in the United States has been affected by the

In my mind, the proposed treaty presents a series of
fundamental policy issues unparalleled by those raised
by any other recent tax treaty. In light of the intense
lobbying in support of the treaty. you are to be
complimented for having the courage to demand an
answer to these serious and critical questions. I can only
hope that your colleagues in the Senate display the same
courage in resisting the politically exped1ent route of
approv1ng the treaty without a full airing of all the issues.
Sincerely,
Richard D. Pomp
Associate Professor of Law

' 6 TAX PROGRAM at 283
"!d. at 285
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in and net
to their U.S. affiliates; U.S. affiliates'
total
as shovvn in this
to the sum of total owners'
held
both
parents and
all other persons and total liabilities
and all
owed to both
other persons.
AA''"'.u.;"E>'"v" of this article are:
~ In terms of most measures, such as
and
U.S.
accounted for
share
of the total U.S. economy. Their
share of total U.S. merchandise
was
e U.S. affiliates' assets were $Ull.5
billion
1977. Almost three-

selected

United States.

wholesale

and

•

affiliates'
were $90.7
Over 80
of both their
current liabilities and long-term debt
were to U.S. persons.
e The gross hook value of
was $7.9 billion. Affiliates ovmed
5.6 million acres and leased 28.8

~malysis.

bu.'!ln- ent•rprlM In which a
Indirect inwrnst of lO p!lt1:l<>nt

usually

enter·

prise.•, they ore rnt<ll'l'<Jd to .., "companies," although the
legal term "por&:m" aloo includes indh1dual.a, ootates, trusts,
rovernments, other ottru:llmtlons.

!'!oo, ror Hample, Gregory 0. Fouell aod L. A. Lupo,
ln

Dlroot Imrlli!tment In the United Stetes
1978,"
A!lg'W!t 1979 !ooue of the llUIIIVIi:Y OW CVnRENT

Bu~.

purposes accounted
for 8.1 million of the acres owned and
1.6 million of the acres leased.
employed 1,122,207 pere
sons. Their employment was

58

and New
affiliates' emwas largest in the same
three States.
111 For
affiliates, the
wage rate of production workers was $5.81.
• 'fhere was considerable variation in
in the
items examined.
employment of affiliates grew at an annual rate of about
while
compensation grew at an annual :rate of 13.2
article is
as follows:
The first section describes the sample
and its
to the affiliate
universe and t.o all U.S. businesses. The
second briefly discusses the distribution
total assets
of foreign
and
data for selected
parent. All
the l~'>t
, "'"'"'""' by industry
of these-those that
and equipdata
region as
well. The
section briefly discusses
".,.,,..,,.,.,for 1974-77 for a number of key
items.

The
for the 1977 survey consists of affiliates--other than banksthat had total
sales, or net income
than $5 million or that
owned 200 or more acres of U.S. land in
1977.3 For such
reporting was
1. Balaooo
!l.!llllatM ern

and !'<!late<! finanei&.! data on U.S. bank
by the Federal R"""rve System. See
"Monthly Report o! Conditions !or U.S. Agenc!M, Branches,
!Wd Dom<!i!!tlc Banking SubsldiarlM of Foreign Be.nlu."
Boord or G&Vemorl! of the Fed0!'al Reserve sntem.

1980

.July1980

m

and Switzerland
over three-fourths of the total. Five
accounted for over threefourths of total assets in both manufacand wholesale trade. In manuthe five countries
by
the United
Switzerland.

Til!ble !.-Selected Data of U.S.

wholesale trade,
France, the

Affiliate>~

The balance sheet for U.S. affiliates
1977 is presented in table 3.
of $131.5 billion, net
were $42.0 billion, or 32 percent. Trade accounts and notes receivable were 19
inventories 17
investments 13 percent of
are mainly
affiliates'
holdings and equity
m
businesses.)
the composition of
a.._<:sets
reflects industry
characteristics. For example, in goodsindustries that require relaamounts of capital (such as
and manufacturing),
or in industries where landownership is
as real estate and

for 1977, by Country of Foreign Parent

===================
Agr!cul·
turnl•

11,W

2, 4\)3

1,m

3,982

%8,847

Ui,IM

2,G418

%'1,893

19, 83ll

762

9,300

(D)

1,833

18,521

(D)

17,780
(D)

(D)

1!1,011

39
(D)

53

(D)
003

221
4
31
180

u
2
414

28

833
(D)

(D)

(D)

a
(D)

(D)

741

(•)
(D)

21
0

(D)

0

0

(D)

(D)

0

..

2

0

(•)

336
(D)

(•)
(D)

(D)

200
4

326
0
200
4
0
0

f.?
(•)

0

0

(D)
8

4

0

1

g;l

(D)

Slll

(D)

(•)

(D)

lf~)674

(•)

g;l

(D)

1,312
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of lmd used for crop!!, p!llltunl, timber pro!luctlon and other agrlculturnl pur·
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6. Countries In tbe Organization of Petroleum Exporting Countries (OPEC) are: Algeria
Ecuador[ Gabon~ Indonesia. Inm, Iraq, Kuwait, Libya, Nigeria, Qata.r, Sandi Ambia
Venerue a, and United Arab Emirates.

and
, net fixed
shares of total assets.
assets were
In industries that provide services
and infinance,
"'"'"""'"" , net fixed asset shares were
Total claims on affiliates' assets conof
of $90.7 billion
of the total) and owners'
$40.8 billion. Of total liabilities,
term debt accounted for 36 .,.,.•.,...,."
trade accounts and notes
31 percent. As was the case for
differences among industries in
the composition of total claims
reflected industry characteristics. For
example, in the industries mentioned
where fixed assets were large shares of
total assets, at least 70 percent of total
claims were accounted for by owners'
and long-term debt,
fact that fixed assets ~~r"'"""

vehicles wholesale trade
of all

for
ac-

!Millions ol dollars!

disclosure of data ol !ndlvldual compi!.nloo,

"other
debt.
were

all of the
were to unaffiiated persons. 7 Most of
liabilities to
were to affiliated
""""''"·"' and

liabilities
persons were
by affiliates in wholesale
In both in-

ac•~mmt>ed for

of affiliates'
U.S. liabilities than of
liabilities. Bank hn,.,.rmnna

to U.S. persons, but
both their current iiabilities and
term debt to

•
This staternent Is "-<l on a oomp&.rill<ln ol atllllate.''
importa with affil!atos' "coota ami
relatltllii to operutlon~·· alter th~
were
to exclude major cost
items, mch "'' omployoe compellJ!atlon md dep!'tlelatlon,
which
not fur purohasoo of goods, materials, or aupplle.•.

7. The brnali:dow11 of al!ilinl.ee'
llah!lltioo
aftll!atoo and WlAI!lllatOO U Jl. pel'l!Ons ill not •hown
table b<lcaUS<; reportod llabllltloo to afiUlatod
penl<ln.'
W0l'elllJI!:llglbJ~,

the composition
affiliates' foreign and
was about the same. For
wholesale trade, current
percent. of foreign
~"''h"'" of U.S. liabilrespectively.
were petroleum, where current liabilities were 64 percent of foreign
3:1 percent of U.S.
liabilities but
and retail trade, where
current liabilities were 24 percent of
liabilit.ies but 61 percent of U.S.
liabilities.

Table 4.-lncome Statement of U.S. Affiliates in 1977
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Cost cf goods sold plus sailing, genernl, and administrative expenses.
4. Includes mlnortty Interests in net income of oonaolldatOO iiJ!llia~5. Flaberles e.re included In "other".
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Current receivables

Current reeeivahles ("trade accounts
notes receivable" plus "other current receivables") were $28.6 billion. Of
totnl, 84
were due from
persons. The U.S. share was
because affiliates' sales, ,,-hich generate
most current receivables, were
to U.S. persons. (The ratio of affiliates'
to affiliates' sales was 1:3 percent.)
Over 60 percent of affiliates' current
receivables were accounted for
affiliates in wholesale trade and manuIn wholesale
74 perof current reeeivabi{'S were d
from U.S. persons and in manufactur92

Land ownership
Table 7 shows data on the gross book
value of affiliates' land and on the
number of acres of land and mineral
owned and leased by affiliates
referred to as acres owned
The acreage data are
disagg:regated to show septhe portion used for
timber

l<'ina ncial
1977, by
[Millions of dollars)

were
ference in
owned

low.
The gross book value of
affiliates at

timberland.

of accuniulatHd depit"tlon. H includt•s tht1 value
land that has twPn eapitaHzed, Acres owned and
of surface rights and mineral rights to the
Mineral righ1s are the right to extract the rninerals
tile surfac<>. They may be conveyed
senarmce~ v from surface rights and may be either develormd
or undeveloped . .Acrt:s of land and mlnttraJ rights owned or
ieased by an affilia.t e, as reportl)(l, refiect only the
interest in a particular tract of land when that interest is
less
100 percen L

Tahle 6.-Selected Financial Data of

July 1980

OF CURRENT BUSINESS

over 15 percent
in manufacturthose in mining.
affiliates in
v;.,noJLu'""''"' accounted
the land was

!Hutauv"'"'

Thousands ol acres
3,i!8%
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182
(')

0

(")

(D)
0

accounts.
sgrlculturnl purposes.

value was accounted
in chemicals and food
vu'""'""· ....,.,,.,,,uc•-v several of the largest
substantial sec-

gross book value of
and acres
the State and
was located. (The
table are the
The total gross book
shown in table 8 is $0.3
show-n in table 7.
value of land

agriculture and forestry affiliates
were in agriculture and one-third were
m
Of the land owned
affiliates in
almost twothirds was owned by affiliates whose
wus livestock
tion 1md whose llmd wus

whose
tion.

In

84

1.2
agricultural acres
were in paper products and 11 ""''"'''"u
were in "other industries,"
lumber and wood
In
industries, land was probably

land that was used for
was owned
and
About twoacres owned

Of the 28.8 million acres leased by
affiliates, most were devoted to the
for and extraction of fuels.
n.uinn;~.; three-fourths of the total W!L"'
leased by
in petroleum,
marily for oil and natural gas extrac64

it was

SURVEY

1980

States in which affiliates leased the
number of acres were North
Montana, Texas, and Wyo8.-Land, Plant and Equipment at
for 1977,

Grossboolr
value of

laud'
Millions
of dollars

Tetal •.......••.. -- .. -- .... _•. -- •..•..... ---- _. •• .• .• ..

7,109

New~·'-----------------------------------------------

153
lll
llll
411
{I

9
29

-Ill

718

441

16
28

(D)
(D)

94

192
296
212
WI

454
(D)

*Less than 500 acres.
D

SuppNJI!I!ed to avoid disclosure of data for lndlvldua! companies.

banks.
carried as ' 1 fixed assetstl or "other

numher of full-time and psrt-tlme em!>lo'""'"
land and plant and eqlllpment
working abroad.

···- .----·~ sbeet.
alflllatu but !ooo,ted

CURRENT

affiliates
accounted for most of the remainder.

[Millions of dollars!

1,884

Mam:Uaeturing ___ -------------------- __ --------

17g

--------------------------------

20

II, 411

142
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1~

and petroleum affiliates was
New York and
region, one-fourth of
the Mideast.
in this
were in

wage rates

.Jnly 1980

OF

affiliates'
were 72
Within wholesale
affiliates m motor vehicles and
affiliates in metals
minerals. About four-fifths of the

German-owned ....._... ,,.,.,,.,
of the
the
were from
one~balf of the imports in this
were attributable to
affiliates.

68

nH'InRr.rv

1980

con.qide:rable variation
annual
of
the

Agriculture
Mining ........... ..

Petroleum ....... .

inJ'Iation.
Growth
slower than
difference in how
was mensthe 1974 and 1977 surveys.
tmHJJl<lLl" is not iJU'""AIJJct:

ll. FT-PT and FTE em•,lo••mont.
(except
are from national inrome
tables
and 6.8, respectively, in
The dilferenoo between FT-PT ami FTE employment for
all U.S. businessoo (except bru~lr.s) varlsd widely by industry.
Theoo differences were US<~d in deriving the estimate
afllliate employment on an FT-PT
Comparison
1974 estimate and 1977 reporta<l data
afllliate

July 1980

BUSINESS

and

1977 Sample and 197"'"'77 Growth

M!llions ol dollars
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other

14&,111

l3,2Sll

1,003,4U

4,!!!i6

3,1!75

110

5,121

40

5,565
-1,600
4,317
3,07S

5, 700

!100

611,35.1

67(\

:!c'l, OOil

132,849

12,008

982,973

4,180

l, 392

4,008

7i2

00,841

100

24,576

127,851

11,326

913, 132

4,011

37,402

168,171

15,359

973,369

4,500

4,616

13,602

2,099

148,838

1tf177

42,018

181,773

17,458

1,122,207

5,580

93.5

94.6

96.2

93.6

112.11

96.0

4:1.7

51.

z

Jill.!

411. {l

1~.

2

!O.l

5,873

I

14,159

u.s.

non~

sum,
each affiliate to
sales
affiliates of its foreign

in consolidation rules
The
dassili cation
also affected
affiliates. In both the 1974 benchmark
surveys, affiliates were
on the
of their sales. In the 1977
reporting as
would have
industry
m which that consolidated entity's
In the 1974 benchsales were
mark survey, on the other hand, the
have been classified
same affiliates

U.S. affiliates were required to
11
· the
tion for a
affiliate had to include
other affiliates owned more than
that affiliate. The
rules was made to eliminate
interaffiliate transactions
reduce

18. Th- ds,ta s.re as publll!hl!d in U.S. Department o!
Cl>!lllneree, Foreljrn lJirect lnvelltmem In Ute Unlltd State•:
&port
&ermrv of Comm<roe will<
In Compli·
"~
the Foreljrn ln!!Uimtm Btt1<111 Act of JB'! 4 (Public

C'!mgo'•••

Law 93-479),

2, Aprll19i'll,

rule" affects
assets and sales. The 1974
these items are
by
from the
totals available
data on interaffiliate assets and sales
that would have been largely ou.•nwtn
in consolidation if the 1974
had been filed on a consolidated basis.
For total assets, the adjustment of
1 million is the sum of ( l)
investment m other U.S.
($9,575
and (2) current re-
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(Continued on page 55)

total o.'ll!Rts are !rom
0~7
tlllnchrrJarl!: survey publication cited
sales were collected in
but were
published.
amount of interaffiliate assets and sales
nw>N>rlln•L•
1974 data because a portion may
reflect
with unconsolidated U.S. atliliates that
would not have been eliminated duri!ll1 colli!Olldation. Over·
sdjlliltment o! the !974 data would tend to overstate esti·
lll.ated l\l'l4~77 I!TOwth in total M8Sls and sales. For total
!Uly sueh overadjustment is partly of!s<lt by subtract·
!977
&SS<lls 1977 current roooivabloo due !rom
affiliates
foreign parents (soo foot·
1 t<>
A). Data
equlty investment in other U.S.
affiliat"" and on non·<Jurrent receivables and investments due
from U.S, parents
U.S. affiliaws of foreign parents wen•
not collootl!d in 1977. For 11aloo, no adjustment to 1977 data Is
lJOOalt'lf
lntsralll!Jate saloo were not collected.
totu.l
sale.t~, the impact of overadjustmen1
on the growth shown in !inoo 12 and 13 o! table A Is hellevl!d
be small.

(Continued from page 44)

States of data for a large U.S.-incorpopetroleum company operating
in the Middle East. (For a discussion
of the latter change, see the October
p. 36.) Statistical re1977
VISIOns
corrections to the published 1974 data and inclusion of data
reports received after publication.
Line 3 shows 1974 data for U.S.
affiliates in banking. Bank affiliates
were not covered by the 1977
survey because similar data for them
the Federal Reserve
were collected
System.U;
"Deaths," shown in line 4, ,...,T,.,.,,~"""
1974 data for U.S. companies that were
affiliates (owned 10-percent or more by
foreigners) in 1974 but were liquidated
or sold, or those in which foreign ownership was reduced to less than 10 perby 1977. Because these
not have been part of the 1977
direct investment universe, their data
were excluded from the 197 4 benchmark
data for purposes of estimating the coverage of the universe accounted for
the 1977 sample.

veys. Line 9,
16. In the !971 survey,
exempt !f'
a. Each
(not
lorelgn
+SSmlli!on
(!) Totll.l
(2) Net
tiUOO, and

(3) Net inoome after provision for
b. Tho U.S. afilliate did
land during 1971.
o! U.S. land,
of ltll

